I T 99-0004- PLR 03/02/1999 ALTERNATI VE APPORTI ONMENT

Private Letter Ruling: Request for alternative apportionnent
gr ant ed. (This letter was not previously indexed or included in a
mont hly report because the daily file copy was misfiled.)

March 2, 1999
Dear:

This is in response to your letter dated February 19, 1999, in which you request
a Private Letter Ruling on behalf of XXXXXXXXXXXXXXXXXXXXXXXXXXXXX. The Private
Letter Rul i ng wi | bi nd t he Depart ment only W th respect to
XXXXXXXXXXXXXXXXXXXXXXXXXXXXX. for the issue or issues presented in this ruling.
I ssuance of this ruling is conditioned upon the understanding that neither
XXXXXXXXXXXXXXXXXXXXXXXXXXXXXX nor a related taxpayer is currently under audit
or involved in litigation concerning the issues that are the subject of this
ruling request.

The facts and anal ysis as you have presented themin your letter are as foll ows:

W are filing this petition to request perm ssion for the above noted
taxpayer to use a separate accounting method in determning the
portion of net income allocable to and taxable by IIllinois.

XXXXXXXXXXXX XX XXX KX XXX XXXXXXXX  (XXXXXXXX) is a l|limted liability
conpany which trades stocks and options contracts for its own account
as nenbers of the Anmerican Stock Exchange and the Chicago Board of
Opti ons Exchange. The firms activities are conducted by trading
menbers, each of whomis responsible for trading a separate account.

In order to generate incone, the traders buy and/or sell various
options contracts and hedge these options positions by buying or
selling the underlying stock. The goal of the trading is to nmaxim ze
income while mnimzing the risk inherent in dealing with options.
The incone consists of the change in value of the security positions,
the interest paid or collected on cash borrowed or received fromthe
purchase or sale of the securities and the dividends paid or received
on the stock positions.

A typical transaction mght take the followng form A trader wll
sell stock (let's say IBM at $99 per share. This is a short sale,
meaning that the trader will later have to purchase the stock in
order to close the position. Si nul t aneously, the trader will buy a
call permtting himto purchase IBM for $100 per share at any tine
until the call expires, let us say in Septenber 1998. The trader is

said to be "long" the call. The trader will also sell a put expiring
in Septenber that will permt the owner of that put to sell IBMto
the trader for $100 per share at any time until expiration. The
trader is now "short" the put.

This "long" call, "short" put position is called artificial stock.
Under any set of circunstances, the trader will acquire |IBM stock for
$100 per share at the expiration of the options. If IBMis trading
for nore than $100 per share, the trader will exercise his call. | f
it is trading for less, the owner of the put will exercise the put.
The trader will therefore |ose $1 per share on the stock portion of

the transaction, selling it for $99 and buying it for $100.

The above exanple does not, however, take into account the cost of
the put and call, dividends and interest. Let's pretend that he w |
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pay $1 nore for the call than he wll receive for the put. Thi s
dollar will be lost since the options will be held until expiration
Let's also pretend that IBM will pay one dividend of fifty cents
before Septenmber and that cash in the traders' account earns 6%
i nterest per year. This position will be established in March, a
hal f year before the options expire.

The trader would rmake approximately forty four cents per share from
this position as follows:

Loss on the stock 1. 00>

Loss on the options 1. 00>

Di vi dend pai d . 50>

Interest earned ($98 x .06 x 1/2) 2.94

Net incone .44
Since actual positions are much nore conplex than this exanple and
are constantly changing, the trader will be constantly buying and
selling both stock and options positions. The incone earned by the
trader will consist of a combination of stock and/or options profits
or losses and interest and dividend incone or expense. The trader

doesn't really care about the components, since only the net economc
result is inportant.

But Illinois should care. Since the stock transactions typically
take place on the New York Stock Exchange, any gains and |osses from
the stock positions are probably not sourced to Illinois, but rather
to New York. In fact it is entirely random and arbitrary as to which
conmponent of the positions held by a trader nake the profit. Usi ng
the traditional three-part fornula will never reasonably allocate the
correct portion of receipts to Illinois.

Furthernore, even though property is not an incone generating factor,
since the taxpayer does not own any property in Illinois, but does
own property elsewhere, the property factor will always be zero in
I11inois.

Finally, if required to use the three-part fornula, taxpayer can
enpl oy soneone outside of Illinois to perform certain admnistrative
tasks now handled by independent contractors to create a payroll
factor of zero.

Taxpayer maintains it financial records on a basis conducive to
separate accounting. Each trader has an account which records the
trading activity of that particular trader. All expenses related to
t hat trader's activities are deduct ed from the account .
Consequently, it is relatively easy to determne the net incone
generated by each trader. Since a trader conducts his activity on
the floor of one of the options exchanges, it is easy to determ ne
how nmuch incone is generated within a given state.

Taken together, the wuse of the three-part forrmula wll never
accurately and fairly reflect the business activity taking place in
Il1linois. On the other hand, the separate accounting nethod wl|
always fairly reflect the business activity taking place in Illinois
and should therefore be permtted.
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In t el ephone conversati ons, you further represent ed t hat
XXXXXXXXXXXXXXXXXXXXXXXXXXXXXX has no enpl oyees. All of its business activities
are carried out by its nenbers or by independent contractors, such as attorneys

and public accounting firns. Also, the only tangible property owned by
XXXXXXXXXXXXXXXXXXXXXXXXXXXXX 1S office equipment, none of which is located in
Il11inois. Finally, t he conpensati on of each menber of

XXXXXXXXXXXXXXXXXXXXXXXXXXXXX 1S based on the incone allocated to that nenber's
account as descri bed above.

Rul i ng
Section 304(f) of the IITA provides:

If the allocation and apportionnment provisions of subsections
(a) through (e) do not fairly represent the extent of a person's
busi ness activity in this State, the person may petition for, or the
Director may require, in respect of all or any part of the person's
busi ness activity, if reasonable:

(1) Separate accounting;
(2) The exclusion of any one or nore factors;

(3) The inclusion of one or nore additional factors which wll
fairly represent the person's business activities in this State,;
or

(4) The enploynent of any other nmethod to effectuate an
equi tabl e allocation and apportionnent of the person's business
i ncone.

Section 304(a) of the IITA provides that:

If a person other than a resident derives business income fromthis
State and one or nore other states, then, for tax years ending on or
bef ore Decenber 30, 1998, and except as otherw se provided by this
Section, such person's business inconme shall be apportioned to this
State by multiplying the income by a fraction, the numerator of which
is the sum of the property factor (if any), the payroll factor (if
any) and 200% of the sales factor (if any), and the denom nator of
which is 4 reduced by the nunber of factors other than the sales
factor which have a denom nator of zero and by an additional 2 if the
sal es factor has a denom nator of zero. For tax years ending on or
after December 31, 1998, and except as otherwi se provided by this
Section, persons other than residents who derive business incone from
this State and one or nore other states shall conpute their
apportionment factor by weighting their property, payroll, and sales
factors as provided in subsection (h) of this Section.

Section 304(h) provides that, for taxable years ending on or after Decenber 31,
1998 and before Decenmber 31, 1999, the weighting given to the payroll and
property factors shall each be 16 2/3% and the weighting given to the sales
factor shall be 66 2/ 3%

For purposes of conputing the sales factor, Section 304(a)(3) of the IITA
provi des that:
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(C) Sales, other than sales of tangible personal property, are
inthis State if:

(i) The income-producing activity is performed in this State
or

(i1) The incone-producing activity is perforned both within and
without this State and a greater proportion of the inconme-producing
activity is performed within this State than wthout this State,
based on perfornmance costs.

(D) For taxable years ending on or after Decenber 31, 1995 and
excl udi ng taxabl e years ending after Decenber 31, 1997, the follow ng
itens of incone shall not be included in the nunmerator or denoni nator
of the sales factor: di vi dends; ampunts included under Section 78 of
the Internal Revenue Code; and Subpart F incone as defined in Section
952 of the Internal Revenue Code. No i nference shall be drawn from
the enactnent of this paragraph (D) in construing this Section for
t axabl e years endi ng before Decenber 31, 1995.

Based upon your representati ons, XXXXXXXXXXXXXXXXXXXXXXXXXXXXXX has no property
whi ch can be considered an income-producing factor. Neverthel ess, under Section
304(a) of the I1ITA the property of XXXXXXXXXXXXXXXXXXXXXXXXXXXXXX would be
included in the property factor, and would conprise 20% (or 16 2/3% if
XXXXXXXXXXXXXXXXXXXXXXXXXXXXXX were to hire an enployee) of the apportionnent
formul a.

In addition, you have represented that XXXXXXXXXXXXXXXXXXXXXXXXXXXXXX has no
enpl oyees, and therefore no payroll factor. XXX XXX XX XXX XX XXX XX XXX XXX XXX XXX
could hire a single enployee whose conpensation would be the entire payroll
factor wunder Section 304(a), which in turn would conprise 16 2/3% of the
apportionnment fornula.

Based on your representations  of the typical transaction in which
XXX XXX XX XXXXXXXXXXXXX XXX XXX XXX engages, it woul d be difficult, i f not
i npossible, to identify each conmponent of a transaction, the costs of
performance incurred within each state which are associated with the transaction

and the gross receipts attributable to transaction. Mor eover, under Section
304(a)(3)(D), dividends -- which could conprise a significant portion of the
gross receipts of a particular transaction -- are excluded fromthe sales factor

al together in taxable years ending on and after Decenber 31, 1995. Under the
facts as you have represented them the conputation of the sales factor for
XXXXXXXXXXXXXXXXXXXXXXXXXXXXXX under Section 304(a) would be difficult and woul d
not reflect the business activities of XXXXXXXXXXXXXXXXXXXXXXXXXXXXXX 1N
I11inois.

Based on your representations of the activities of the trader/nenbers of
XXXXXXXXXXXXXXXXXXXXXXXXXXXXXX and of the interest each trader/nmenber has in
i nsuring the accuracy of the allocation of net income to his or her account, we
conclude that apportioning to Illinois the net income allocated to the account
of each trader/nmenber operating in Illinois will fairly represent the extent of
the business activities of XXXXXXXXXXXXXXXXXXXXXXXXXXXXXX in this State.

G ant of Section 304(f) Petition

The petition of XXXXXXXXXXXXXXXXXXXXXXXXXXXXXX under Section 304(f) of the IITA
to use the alternative apportionnent formula described in this ruling is hereby
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granted, and XXXXXXXXXXXXXXXXXXXXXXXXXXXXXX may use that apportionnment formula
for Illinois Income Tax returns due (including extensions) 120 days after
February 19, 1999, the date the petition was filed.

Pl ease note that this ruling does not affect the manner in which each nmenber of
XXXXXXXXXXXXXXXXXXXXXXXXXXXXXX nmust apportion his or her share of the base
inconme of the entity. Under Section 301(a) of the IITA a resident nust include
100% of his or her share of the base inconme of the entity in his or her Illinois
net incone, regardless of how that base incone is allocated or apportioned by
the entity. Under Section 305 of the IITA, a nonresident nenber of a limted
liability conpany treated as a partnership nust allocate to Illinois his or her
percent age share of the anmpunt of business inconme apportioned to Illinois by the
entity and nust allocate his or her percentage share of the nonbusiness incone
of the entity as if he or she had received that incone directly.

The facts wupon which this ruling are based are subject to review by the

Departnent during the course of any audit, investigation or hearing and this
ruling shall bind the Departnment only if the material facts as recited in this
ruling are correct and conplete. This ruling will cease to bind the Departnent

if there is a pertinent change in statutory law, case law, rules or in the
material facts recited in this ruling.

Very Truly Yours,

G en L. Bower
Di r ect or

by:

Bill Lundeen
Chi ef Counsel



